PEABCDY GOAL Q2
| BLA 95-219 Deci ded Novenber 17, 1997

Appeal froma finding by the Mneral s Managenent Service that the
price received for run-of-mne coal did not amount to full val ue of the
coal for royalty purposes. MS& 91-0370-MN

Affirned.
1. (oal Leases and Pernits: Royalties

Departnental regul ati ons governing coal val uation
require a lessee to pay royalties on the val ue of coal
after primary crushing, the cost of which nust be
included in gross proceeds, although the | essee has an
arms-length agreenent wth a purchaser who assunes the
cost of such crushing.

APPEARANCES. Mchael E Hyer, Esq., Hagstaff, Arizona, for Peabody
Hol di ng Gonpany, Inc.; Howard W Chal ker, Esq., Gfice of the Solicitor,
US Departnent of the Interior, for Mneral s Managenent Service.

(PN ON BY ADM N STRATI VE JUDEE ARNESS

Peabody Goal (onpany (Peabody) has appeal ed froma Septenber 19, 1994,
determnation by the Associate DOrector for Policy and Managenent
| nprovenent, Mneral s Managenent Service (M), that upheld an MVB Royal ty
Val uation Qder dated My 28, 1991 (Docket No. MVE RVS SM 90- 0627),
requi ring paynent of additional royalties on coal mned fromFederal Qoal
Leases nunbered G 081251, G 081258, G 088199, G 114093, and G 019885,
conprising Peabody's Seneca Il Mne in northwest ol orado. The question
presented by Peabody' s appeal is whether the cost of prinmary crushing of
run-of -mne coal by a purchaser shoul d be included in gross proceeds for
calculating royalties owed to the Lhited Sates by Peabody. Ve concl ude
that the val ue of such crushing nust be included when naking the royalty
conput at i on.

Peabody produces coal fromthe Seneca Il Mne by surface mning
net hods, and sells it to the Hayden S ati on Power F ant (Hayden), pursuant
to a coal supply agreenent wth Hayden owners. (Peabody S atenent of
Reasons at 1.) @oal is loaded fromthe Seneca Il mine pit into trucks and
haul ed about 15 miles to Hayden. There, Peabody delivers the coal run-of-
m ne,
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that is to say, uncrushed, "exactly as it cones fromthe pit." (MB FHeld
Report dated Nov. 19, 1991, at 6.) A Hayden, the coal is dunped through a
grid grizzly maintai ned by Peabody into Hayden' s hopper which feeds the
prinmary crushers, owied and chiefly nmai ntai ned by Hayden. After prinary
crushing, the coal is run through a secondary crusher and then stockpil ed.
The coal is weighed for paynent and royalty purposes while on conveyors at
Hayden between prinary and secondary crushi ng.

dting Departnental regul ati ons governi ng coal val uati on on Federal
| eases that require | essees to place coal in narketable condition at no
cost to the lessor, MMB found prinary coal crushing is necessary to pl ace
coal in narketable condition; therefore, the cost of prinary crushing
facilities and operations could not be deducted fromgross proceeds in
order to establish value for royalty purposes. (Royalty Val uation O der
dated May 28, 1991, Encl. 1, at 8.) The MVb concluded that, as prinary
crushing is nornal |y a mining operation, Hayden had granted "noncash"
consi deration to Peabody, and that, under royalty val uation regul ati ons,
the cost of primary crushing nust be added to the sal es price of the coal
to arrive at gross proceeds accruing to the |l essee for royalty conputation.
Accordingly, MG directed Peabody to submt additional infornation
rel evant to "determning the cash equi val ency of the noncash benefits
provi ded by use of [the Hayden] crushing facility" beginning wth the My
1985 sales nonth. (Royalty Valuation Qder at 2.)

Peabody appeal ed fromthis order to the Crector, MM alleging it was
"based on a common erroneous factual conclusion.” Peabody argued, before
the Drector, that MV found in error that run-of-mne coal is not in
nar ket abl e condition. S nce the narket segnent into which the coal is sold
does not include rail transportation, Peabody naintained, there is no need
for primary crushing for the coal to becone narketable. Peabody al so
argued that the coal supply agreenent wth Hayden was an arms-|ength
transaction, "likely notivated by operational efficiencies" and not the
result of royalty val uation considerations or coll usion.

The Associate Drector rejected Peabody' s argunents, concl udi ng t hat
the MVB determination was "fully consistent wth announced agency policy
and wth the pertinent regulations.” (Decision at 5.) She found "prinary
crushing” to be "a standard mning operation required by the steamel ectric
utility narket segnent the coal is sold into,” and noted that this initial
process is "generally necessary in order for a mne to handl e, store, and
load coal." 1d. at 4 She also found that "M has been consistent in
hol ding that the performance of this function is a necessary part of
pl acing the coal in narketabl e condition" and held that "[p]rinary crushing
is a fundamental requirenent universally recognized in the coal mning
industry as necessary to place coal in narketable condition.” 1d. at 4, 5.

Peabody then appeal ed to this Board, repeating argunents rai sed before
and relying on language in a January 13, 1989, revision of the coal product
val uation regul ations, which states: "[T]he narketabl e condition
requirenent is as flexible as the requirenents of the different narket
segnents.” 54 Fed. Reg. 1498 (Jan. 13, 1989). Peabody argues that, for
royal ty val uation purposes, whether run-of-mne coal is in narketabl e
condi ti on depends
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on whether a buyer wll accept it. It is saidthat if a buyer requires
delivery by rail, then the coal is not narketable until it has undergone
processi ng necessary for rail transportation. But if the buyer accepts
run-of-mne coal in an arns-length transaction, according to Peabody, the
seller's "narket segnent” does not require prinary crushing, and a seller
shoul d not be nade to bear the cost of such processi hg when royalty
paynents to the Lhited Sates are cal cul at ed.

[1] The Federal coal |eases conprising the Seneca Il nmine require
Peabody to pay royalties as a percentage of the val ue of coal produced, as
defined by regulation. FomNMy 1, 1985, through March 1, 1989, the coal
royalty val uation regul ations provided that when "Federal royalty is
cal cul ated on a percentage basis, the value of coal for Federal royalty
pur poses shall be the gross value at the point of sale,™ provided that
"costs of primary crushing,” however, "shall not be deducted fromthe gross
value in determning val ue for Federal royalty purposes.” 30 CF. R §

203. 200, redesignated as 30 CF. R § 203.250(f) and (h); 53 Fed. Reg. 1218
(Jan. 15, 1988).

n January 13, 1989, MV published revised coal val uation regul ations.

I nstead of "gross val ue," the revised regul ati ons speak in terns of "gross
proceeds, " defined to include "paynents to the | essee for certain services
such as crushing.” 30 CF.R § 206.251 (1989). Revised val uation
standards for ad val oremleases are set forth at 30 CF. R § 206. 257
(1989). Unhder this rule, "[t]he value of coal that is sold pursuant to an
arms-length transaction shall be the gross proceeds accruing to the
lessee.” 30 CF.R 8 206.257(b)(1) (1989). A lessee is required, under
these rules, to place coal in narketable condition "at no cost to the
Federal Governnent." 30 CF.R § 206.257(h) (1989). The latter rule
states al so that when gross proceeds are reduced by a purchaser who

provi des services to make coal narketabl e, the val ue of those services wll
be included as part of gross proceeds.

Peabody argues that the 1989 final rul emaki ng supports a notion that
run-of-mne coal is not subject tothisruleif it is soldin a narket not
requiring rail delivery. The rul emaking, however, unanbi guously rejects
this interpretation, stating that

under no circunstances wll MB accept the gross proceeds

est abl i shed under any sal e of coal that does not neet the
narket's requirenent for narketable condition. Specifically, the
sale of run-of-mne coal for steamcoal utilization by an
electric utility does not constitute coal in narketable
condition. Inthis situation, MBw Il add to the gross proceeds
the cost of those nornmal mining processes which are ordinarily
the responsibility of the lessee. This provisionis explicitly
set forth at 8§ 206. 257(h).

54 Fed. Reg. 1498-99 (Jan. 13, 1989).
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This nethod of royalty val uation has been approved in the case of
potash treated for narket. ULhited Sates v. Southwest Potash Gorp., 352
F.2d 113 (10th dr. 1965), cert. denied, 383 US 911 (1966). The Board
has uphel d the sane approach under val uation regul ations pertaining to
sweet eni ng sour gas, Texaco, Inc., 134 IBLA 109 (1995), and conpressi ng
gas. RE Yarbrough & ., 122 IBLA 217 (1992). The | eases here at issue
require that the val ue of production royalty be determned under
regul ations in effect when royalties are due. The regulations in effect at
all tines unanbi guously required a coal |essee to pay royalties on coal
that is nmarketable; until the coal is in conditionto be sold in the
narketpl ace, it cannot be said to be narketabl e. Peabody has not shown
that its coal can be narketed wthout prinary crushing. The fact that the
coal at issue was not neasured for sale until after prinmary crushing at the
Hayden facility is indicative of the underlying practical consideration
that, as MMb found, "virtually all coal produced fromsurface operations
requires size reduction in order to be nanageabl e by both the | essee and
the coal purchaser.” (M FHeld Report at 6.) The cost of prinary
crushi ng was properly included by MV when cal cul ating coal royalty under
Departnental regulations in effect at all relevant tines at issue herein.

Accordingly, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the Decision
appeal ed fromis affirned.

Franklin D Arness
Admini strative Judge
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ADM N STRATI VE JUDCE MULLEN GONOURR NG | N THE RESULTS

| agree wth the results but cannot join in the Decision because of ny
concern regardi ng the wordi ng of the opi nion.

For exanpl e, the opinion states that

[flromMay 1, 1985, through March 1, 1989, the coal royalty

val uation regul ations provided that when "Federal royalty is

cal cul ated on a percentage basis, the value of coal for Federal
royal ty purposes shall be the value at the point of sale"
provided that "costs of prinmary crushing" however, "shall not be
deducted fromthe gross val ue in determning val ue for Federal
royalty purposes.” 30 CF.R 8§ 203.200, redesignated as 30
CFR 8 203.250(f) and (h) (53 Fed. Reg. 1218 (Jan. 15, 1988)).

However, 30 CF.R 8§ 203.200(f) and (h) (1987) reads as fol | ows:

(f) Were Federal royalty is cal culated on a percentage
basis, the val ue of coal for Federal royalty purposes shal |l be
the gross value at the point of sale, nornally the mine, except
as provided at 30 GFR 203. 200(h).

* * * * * * *

(h) If additional preparation of the coal is perforned prior
to sal e, such costs shall be deducted fromthe gross value in
determning the value for Federal royalty purposes. The O strict
Mning Supervisor wll allow such deductions only when, in his
judgnent and subject to his audit, the operator/|essee provides
an accurate account of the costs incurred. However, the
follow ng shall not be deducted fromthe gross val ue in
determining val ue for Federal royalty purposes: costs of prinary
crushing storing, and loading; * * * and other preparation of the
coal which in the judgnent of the District Mning Supervisor do
not enhance the quality of the coal.

The intent of the above quoted | anguage was to disal | ow deduction of costs
which, in the ordinary course of business, are necessary to render the coal
narketable. The opinion states that "' prinary crushing however, 'shall
not be deducted fromthe gross val ue in determning val ue for Federal
royalty purposes.'” The regulation did not dictate a flat prohibition of
the deduction of the cost of prinary crushing.

The opi nion states that the | eases "require that the val ue of
production royalty be determined under regul ations in effect when the
royalty is due.” The production royalty is not inissue. The issue is the
val ue of the coal to which the royalty is applied for the purpose of
det er mini ng
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the anount due. A lease readjustnent is necessary to change the production
royalty. See, e.g., Wstern Fuels-Uah, Inc., 135 IBLA 187 (1996). The

production royalty in a coal |ease cannot be changed by anendi ng a
regul ati on.

RW Milen
Admini strative Judge
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